a\
The ‘
Heritage Foundation

ISSUE BRIEF

No. 4702 | MAY 4, 2017

A U.S.-Japan Free Trade Agreement in 2018

Riley Walters

he Trump Administration has stated that it will

continue to engage in free trade negotiations,
though there will be an emphasis on bilateral, rath-
er than multilateral, agreements.! Compared to
the current status quo of no trade agreement with
Japan, the U.S. and Japan should pursue a bilater-
al free trade agreement (FTA) in order to increase
opportunities for trade and investment on both
sides.

Trade negotiations are a way of reducing govern-
ment interference in economic interaction among
private entities from different countries. These
bilateral negotiations to reduce tariffs will take
time. Negotiations to reduce non-tariff, service, and
investment barriers will take even longer. In the pro-
cess, negotiators should refrain from promoting spe-
cial private or political interests. Any future trade
agreement should exclusively focus on topics like
trade, investment, and property-rights issues that
affect international commerce.

The U.S.-Japan Economic Relationship
The U.S. and Japan have a long and complex his-
tory regarding trade and investment. The most
recent milestone was marked by Vice President
Mike Pence and Commerce Secretary Wilbur Ross’s
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visit to Japan for the first meeting of the U.S.-Japan
Economic Dialogue.

Over the past 60 years, the U.S.-Japan alliance
has grown into one of the strongest in the world.
Both countries not only support one another stra-
tegically and enjoy strong diplomatic relations, but
have also prospered together economically. For
the majority of the past 20 years, both the U.S. and
Japan have prospered as mostly free economies.?
Japan maintains a relatively strong rule of law, with
slightly constricted investment and financial free-
doms.? U.S. economic freedom has been falling for
the past decade while the number of federal regula-
tions has increased, putting undue burden on tax-
payers and businesses.*

Two of the largest economic powers in the world,
the U.S. and Japan, share roughly $200 billion in
annual cross-border trade.® Japan is the largest
Asia-based direct investor in the U.S. In 2015, Japan
invested more than twice as much as all other Asian
countries combined, at $411 billion.® The only other
countryin the world thatinvests morein the U.S. than
Japan is the United Kingdom. And there is continued
opportunity to increase both trade and investment
between the U.S. and Japan. Future U.S.-Japan Eco-
nomic Dialogues will focus on specific sectoral coop-
eration, such as within infrastructure and energy.”

The prospect of a U.S.—Japan FTA may focus less
on the reduction of tariffs and more on business-
environment issues. The average tariff rate for the
U.S. and Japan are generally low at 3.5 percent and
4.4 percent, respectively, though agricultural tar-
iffs are higher in Japan at 16.6 percent.® Meanwhile,
the World Bank ranks the ease of doing business—
an endogenous barrier for market access—in Japan
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at 34th in the world due to the relative difficultly of
obtaining credit and starting a business. The U.S.
ranks in 8th place.’

A Free Trade Agreement for the Trump
Administration

While President Trump has the authority to nego-
tiate agreements, Congress must make the changesin
law and tariff rates that are necessary to implement
them. Congress passed Trade Promotion Author-
ity (TPA) in 2015 to reconcile these functions and to
provide an expedited procedure to consider neces-
sary legislation. In the process, it outlines objectives
the Administration must consider in its pursuit of
any FTA, including one between the United States
and Japan.

The Trump Administration may be looking to
reinvent the wheel regarding trade negotiations—
the Trans-Pacific Partnership (TPP) did not live up
to the standards the new Administration is looking
for in a trade deal. But the Administration should
avoid wasting time renegotiating areas that both the
U.S. and Japan found amicable within the TPP, such
as reduction of certain tariffs or rule-of-origin quo-
tas that require a percentage of goods to be made in
a specific location. The Administration should avoid
throwing the baby out with the bathwater and use
the beneficial achievements of the TPP as features to
incorporate during bilateral negotiations.

A U.S.-Japan agreement should foremost be a
modern FTA. Using trade agreements negotiated
20 years ago as an outline for a U.S.-Japan FTA will
under-address concerns that emerge along with
newer technologies.’® A modern FTA should include
provisions that reduce government-created barri-
ers to digital trade and investment, such as require-
ments for sharing software code, data localization,
measures that undermine privacy or fail to protect
intellectual property, or overly censor products.

The goal of trade deals is to reduce trade barri-
ers and increase market access. Non-trade issues
brought by environmental or labor additions to trade
agreements distract from the trade deal’s true value.
U.S. negotiators should focus on increasing economic
freedom, not creating new international regulations.
For example, state-owned enterprises’ relative mar-
ket power and transparency in funding should be
questioned in negotiations as private companies seek
to compete in domestic markets.

It should be clear that any provisions that address
tariff and non-tariff economic barriers would not
affect U.S. sovereignty. Agreement provisions are
sovereign acts of government, and—as is obvious in
the Administration’s rhetoric about previous trade
agreements (NAFTA and KORUS)—they can be
undone by the U.S. legislation.

Finally, the U.S.-Japan bilateral FTA should
make it easier to add new trading partners by join-
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ing the agreement subject to congressional approval.
The U.S.-Japan FTA will also lay the groundwork for
other bilateral trade agreements by the U.S. in the
Asia—Pacific region.

Itisnot the case that exports are good and imports
bad. That is possibly why many in the Trump Admin-
istration have rightly refrained from completely dis-
missing the benefits of free trade. But among policy
experts and academia there continues an emphasis
on aggregate gross domestic product growth and def-
icit numbers. Policies within a bilateral agreement
aimed principally at reducing deficits may in fact
harm U.S. economic well-being. There is no reason
to expect U.S. trade with all countries to be balanced,
or to equate a trade surplus with economic strength
(or a deficit with a weak economy).

Taking into consideration the interests of the
Administration, Congress, and the future of U.S.-
Japan trade relations, Congress and the Administra-
tion should:

= Begin negotiations on a U.S.-Japan FTA. Once
a U.S. Trade Representative is confirmed, he
should begin working within the objectives estab-
lished by Congress to lay out a time frame for
engaging with Japan on trade talks. The second
meeting of the U.S.-Japan Economic Dialogue
toward the end of 2017 is a good time to coordi-
nate with Japan on the future of a bilateral trade
agreement.

= Use progress made in past trade negotiations
as a starting point. When beginning negotia-
tions toward a bilateral agreement, the tariff and
non-tariff reductions from previous U.S. trade
agreements should serve as a reference point for
establishing a general agreement.

= Aim to create a trade agreement that is mod-
ern and desirable for both parties. Any bilat-
eral agreement between the U.S. and Japan will
create the framework for future U.S. trade agree-
ments in the Asia-Pacific. Any agreements should
be made with 21st-century economies, with mod-
ern technologies, and complex interconnected
value chains in mind.

America First

For future trade negotiations, itis more important
to address issues like tariff and non-tariff barriers
that restrict economic freedom. The U.S. and Japan
should pursue a free trade agreement as it will ben-
efit both countries and further highlight the strong
economic and diplomatic ties between the two allies.
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